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UNITED STATES DISTRICT COURT
NORTHERN DISTRICT OF CALIFORNIA

CHEVRON U.SA., INC,

Plaintiff, No. C 01-3616 MHP
V.
JAMESE. LUTZ, MEMORANDUM AND ORDER
re Defendant’s Motion for Partial
Defendant. Summary Judgment

Haintiff Chevron U.SA., Inc., (*Chevron”) brought this action for termination of defendant James
Lutz' s franchise under the Petroleum Marketing Practices Act (“PMPA”), 15 U.S.C. § 2801 et seq., on
grounds that defendant James Lutz (“Lutz”) failed to maintain records required by the franchise lease
agreement and failed to comply with state and federd tax lawsin violation of the lease agreement and the
PMPA. Now before the court is defendant’ s motion for partid summary judgment on the issue of hisintent
to file incorrect tax returns. Having considered the arguments presented, and for the reasons set forth

beow, the court rules as follows.

BACKGROUND
For the past 34 years, James Lutz has operated the Chevron station at 1440 East Washington

Boulevard in Petaluma, Cdifornia (the “ service station”) as a franchisee for Chevron. James Lutz Dec. | 2.
James Lutz s son, Dan Lutz, is employed as manager of the service dation. Dan Lutz Dec. 2. Tim Lutz,
James Lutz' s edest son, works as an certified public accountant for an accounting firm in San Jose,
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Cdifornia. Tim Lutz Dec. 2. For the past twenty years, Tim Lutz has prepared tax returns for the service
dation aswell as hisfather’s persond tax returns. Tim Lutz Dec. 4.

Throughout the time he has run the service gtation, James L utz has operated under written lease
agreements with Chevron. James Lutz Dep. at 48:11-14. On April 6, 2001, Lutz entered into athree
year lease of the station from Chevron consisting of a Dedler Lease (*lease agreement”), Dedler Supply
contract and related agreements (collectively “dedler agreements’). Dedler Agreements, Snyder Dec., Exh.
A; James Lutz Dep. at 74.19-17:14; Joint Statement of Undisputed Facts (“JUF’) § 3.

The previous |lease agreement, signed in 1998, provided that Chevron would remodel the service
gation to add a convenience store and additional gasoline dispensers. JUF 1 12. The renovation took
approximatdly four months and was completed on July 6, 1998. 1d. 113. After the station reopened,
Chevron allowed Lutz to operate at discounted rents until January 1, 1999. Rent Invoices, Toliver Dec.,
Exh B. After January 1, 1999, Lutz was required to pay arent based on a percentage of the greater of the
fud sold during that month or 125% of the fuel sold during the same cdendar month the previous year.
Reconstruction Agreement, Snyder Exh. C 7. Under this rent structure, the station became less profitable
for the Lutz family. Dan Lutz Dep. at 63:23-64:25. In early 1999, Dan Lutz complained to Chevron about
this rent structure and the resulting increase in monthly rent. Dan Lutz Dep. a 46:4-52:14.

The service gtation currently has two Electronic Point of Sde (“EPOS’) cash registers. JUF ] 15.
The EPOS regigers transmit salesinformation at the service sation to Chevron. JUF §16. Lutz dso
keeps a persona computer in an office a the service station which he usesto track sdes. JUF {17, Lutz
maintains that there has been a higtory of problems with the computer system since the ingtdlation of the
EPOS terminals in gpproximately 1992. James Lutz Dec. 1 5; Dan Lutz Dec. 15. In paticular, the Lutzes
believe that computer has at times congstently generated inaccurate deta for certain salesfigures. James
Lutz Dec. 1 5; Dan Lutz Dec. 5. For example, the computers might generate accurate figures for total
gas sdes, but inaccurate figures for tota sdes. The Lutzes Sated that there has been confuson in the
business over which of the computer-generated figures are trustworthy. James Lutz Dec. §5; Dan Lutz
Dec. 5.
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Lutz maintains that in 1999, he experienced some difficulties with the computer in their service
dation, after which Dan and Tim Lutz decided that the computer was calculating the total sdes figure
incorrectly, dthough the totd salestax figure remained rdigble. Dan Lutz Dec. 1 6; Tim Lutz Dec. 1 8-9.
In preparing the taxes for the service ation, rather than use the total saes figure which the computer
generated, Tim Lutz caculated the tota sdes by dividing the total saes tax figure generated by the EPOS
system by the salestax rate. Tim Lutz Dec. ] 10.

On June 26, 2001, Everett Harry, an outside accountant retained by Chevron to conduct routine
audits of severa northern Cdlifornia service stations, visited the Service Station to review L utz' s records.
Harry Dec.1 2, 4. Harry examined records stored both at the Service Station and at Lutz's home, made
copies of some of the records, and left Dan Lutz with alist of additional documents he required to complete
theaudit. 1d. 5. Upon reviewing the records provided, Harry discovered that the Lutz' s tax records
indicated total sales of gpproximately haf amillion dollars less than the figure indicated by data reported to
Chevron by the EPOS termina over the years 1999 and 2000.> 1d. 7. In discussing additiona
document requests with Dan and Tim Lutz in July 2001, Harry aso notified both the brothers of the
discrepancies hisreview had reveded. 1d. 16, 9; JUF 8. Tim Lutz provided some supplemental
information on July 15, 2001. 1d.  10.

On August 9, 2001, Tim Lutz sent Harry two pages of prepared computer spreadshests,
uncorroborated by business records, with a note stating, “Hope this helps. The difference appearsto bein
nontaxable sdles” 1d. 113. Neither the unsupported spreadsheets nor other documents subsequently
received from the Lutzes completely explained to Harry the discrepancies which he had discovered. 1d. 1
13-15. Harry reported to Chevron that in the two-year period he had audited, the total sales reflected on
Chevron EPOS invoices were $523,028 greater those shown on the service station sdes tax and income
tax return. Harry Report to T.S. Toliver, Harry Dec., Exh A. Based on the contents of Harry’s report,
Chevron issued a Notice of Termination to Lutz on September 19, 2001. Toliver Dec. 10 & Exh A.

Shortly after the Chevron audit, Timothy Lutz filed amended 1999 tax returns for both the Lutz
partnership and for James Lutz's persond income. Tim Lutz Dec. § 17; 1999 Amended Return, Snyder
Dec., Exh. | & J. He dso corrected the 2000 returns which he had prepared at the time of the audit but
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not yet filed. Tim Lutz Dec. 17. No government agency has taken action againgt Lutz based on the
handling of his 1999 income tax returns. James Lutz Dec. 1 18.

LEGAL STANDARD
l. Sum ment

Summary judgment shal be granted when there is no genuine issue of materid fact and the movant
is entitled to judgment as amatter of law. See Fed. R. Civ. P. 56(c). The moving party bearsthe initia
burden of identifying those portions of the record that demongtrate the absence of a genuine issue of
materid fact. The burden then shifts to the nonmoving party to “go beyond the pleadings, and by her own
affidavits, or by the ‘ depositions, answers to interrogatories, and admissons on file” designate * specific
facts showing that thereisagenuine issuefor trid.”” Celotex Corp. v. Catrett, 477 U.S. 317, 324 (1986)

(ctations omitted). A dispute about a materia fact is genuine “if the evidence is such that a reasonable jury
could return averdict for the nonmoving party.” Anderson v. Liberty Lobby, Inc., 477 U.S. 242, 248

(1986). The moving party discharges its burden by showing that the nonmoving party has not disclosed the
exigence of any “sgnificant probetive evidence tending to support the complaint.” First Nat'| Bank v.
Cities Serv. Co., 391 U.S. 253, 290 (1968). The court does not make credibility determinationsin
conddering amoation for summary judgment. See Anderson, 477 U.S. at 249.

Questions involving a person’s sate of mind are generdly factud issuesinappropriate for resolution

by summary judgment. Braxton-Secret v. A.H. Robbins Co., 769 F.2d 528, 531 (9th Cir. 1985). Where

the defendant’ sintent is a issue, summary judgment is appropriate only if al reasonable inferences defeet
the plantiff sdams. White v. Roper, 901 F.2d 1501, 1505 (9th Cir. 1990). Even where the basic facts
are undisputed, summary judgment should not be granted where competing inferences may reasonably be
drawn from those facts. Braxton-Secret, 769 F.2d at 531. Where the dispute centers on the lega effect of
undisputed facts, however, the matter may properly be decided on summary judgment. Fondav. Gray,
707 F.2d 435, 438 (9th Cir. 1983).
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I. The PMPA

The PMPA prohibits a franchisor of gasoline retall establishments from terminating a franchise
agreement prior to the conclusion of the franchise term except in the circumstances set forth in 15 U.S.C.
section 2802(b)(2). 15 U.S.C. § 2802(a). Among other grounds, section 2802(b)(2) allows termination
of afranchise agreement when a franchisee breaches a provision of the franchise agreement which is “both
reasonable and of materia significance to the franchise relationship,” 15 U.S.C. § 2802(b)(2)(A), or upon
“the occurrence of an event which isrelevant to the franchise rdationship and as aresult of which
termination of the franchise or nonrenewa of the franchise relationship is reasonable” 15 U.S.C.

§ 2802(b)(2)(C).

Section 2802(c) sets forth a nonexhaudtive list of occurrences which qudify as*events revant to
the franchisg” upon which termination is*reasonable’ under section 2802(b)(2)(C). Should an event listed
in 2802(c) occur, the franchise may be terminated without further inquiry into whether the violation is
serious enough to warrant termination.  Atlantic Richfidd Co. v. Guerami, 820 F.2d 280, 823 (9th

Cir.1987). Included on that list and relevant to the present action are “fraud or crimina misconduct by the
franchisee relevant to the operation of the marketing premises,” 15 U.S.C. § 2802(c)(1), and “knowing
failure of the franchisee to comply with Federd, State, or local laws or regulations relevant to the operation
of the marketing premises,” 15 U.S.C. § 2802(c)(11). The PMPA defines “failure’ for purposes of the
Satute S0 as not to include “any failure which is only technical or unimportant to the franchise rdaionship.”
15 U.S.C. § 2801(13)(A).

The Ninth Circuit has recognized that the chief purpose of the PMPA isto remedy the disparitiesin
bargaining power between franchisees and franchisorsin order to protect the franchisee' s reasonable

expectation of continuing the franchise rdationship. Unocd Corp. v. Kaabipour, 177 F.3d 755, 762 (9th

Cir.1999), cert. denied, 528 U.S. 1061 (1999). Where no competing interest presents itsalf, the statute
should be congtrued liberdly to protect the franchisees. 1d. at 765.
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DISCUSSION

In his motion for summary judgment, Lutz argues thet in order to terminate the franchise relationship
based on Lutz's submission of incorrect tax returns, Chevron must prove that he knowingly filed false tax
returns. Lutz maintains that based on the evidence presented, no reasonable jury could find that he
intended to submit incorrect tax returns, thereby failing to comply with state and federa law. Before turning
to the evidence of Lutz' sintent to file false tax returns, the court first addresses whether Chevron need
prove intent to succeed in its action for termination.

l. [ntent Showing Required for Termination

Chevron maintains that defendant’ sfiling of false income tax returns warrants terminetion as a
violation of both the dedler agreement under section 2802(b)(2)(A) and as an event relevant to the
franchise relaionship under section 2802(b)(2)(C).? The provisions of the lease agreement that Chevron
maintains were violated closaly track the language of the relevant sections of 2802(c). Following the
wording of section 2802(c)(1), the lease agreement provides for termination upon “[u]nlawful, fraudulent or
deceptive acts or practices or crimina misconduct by Deder revant to the operation of the
Premises. .. .” Lease Agreement, Snyder Dec., Exh. A (“Lease Agreement”) §7(b)(8). For Lutz's
undergtatement of income to qualify as fraudulent under these terms, he must have knowingly and
intentionally misrepresented his true income. See Bradford v. Comm'r of Internal Revenue, 796 F.2d 303,
307 (9th Cir. 1986) (defining fraud under 26 U.S.C. § 6653 as intentiona wrongdoing with the specific
intent to avoid atax); Black’s Law Dictionary 670 (7th ed. 1999) (defining fraud as a*“knowing

misrepresentation of the truth or concealment of a materid fact”).

The lease agreement aso provides for termination if the franchisee “knowingly fails to comply with
Federd state or local laws or regulations relevant to the use or operation of the [dation,]” Lease
Agreement 7(b)(4). Thistermisin al materid ways equivaent to subsection 2802(c)(11). Thetext of
these provisons clearly sates that afallure to comply with the law must be knowing in order to warrant
termination.

Chevron aso points to paragraph 2(c) of the lease agreement, which states that “Deder shdl . . .
(10) comply with al applicable Federd state and local laws and regulation relevant to the use or operation
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of the Premises. ...” Lease Agreement 1 2(c)(10). Thisarticulation of Lutz's obligations goes so far asto
include unknowing and unintentiond violations of the law.

Under the PMPA, however, violation of a contractua term of the lease agreement may only result
in termination of the franchise where the provision violated is “reasonable and of materiad significanceto the
franchise rdlaionship.” 15 U.S.C. § 2802(b)(2)(A). Congress addressed violations of law as a grounds
for franchise termination directly in section 2811(c)(11) and determined that only knowing violations would
be “relevant to the franchise rdationship” and a“reasonable’ ground for termination. 15 U.S.C.

88 2802(b)(2)(C), 2802(c). Allowing Chevron to expand the statutory grounds for termination smply by
writing stricter termsinto its contracts would frustrate the PMPA’ s purpose of protecting the franchisee
from uneven bargaining power and would transform Congress s explicit judgments on the proper grounds
for termination into alist of suggestions for fair franchise agreements. Thisthe court declinesto do. Insofar
as paragraph 2(c)(10) of the contract conflicts directly with statutory grounds for termination set forth in
section 2911(c)(11) by alowing termination based on unknowing and unintentiond violations of the law, the
court finds that the provision of the lease agreement is not “reasonable and of materia sgnificanceto the
franchis2” An unknowing failure to comply with federa, state or loca laws or regulationsis not grounds
for termination under the PMPA.

All of the provisons of the lease agreement and the PMPA under which Chevron claims termination
is proper require that the franchisee engage in fraud or other knowing violation of the law. Chevron
therefore must prove that Lutz knowingly understated hisincome on his 1999 tax returnsin order to prevail
in this action.

. Imputation of Intent of Lutz's Sonsto Lutz

Lutz argues that Chevron cannot survive summary judgment on the grounds stated in the complaint
by providing only evidence that Tim or Dan Lutz intended to file false tax returns, but must submit evidence
to support afinding that James Lutz himsdlf knowingly filed fase tax returns. Lutz rests this argument on the
assartion that the provisions of the PMPA under which Chevron seeks termination require intent on the
franchisee done and do not contemplate vicarious intent. Chevron does not dispute that the text of both the
lease and the PMPA cdl for termination only upon knowing misconduct by the deder.® Rather, they argue
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that the intent may be imputed under agency law because James LutZ' s sons are his agents with respect to
the financid management of the service gation.

Agency law provides that a principad may be held civilly liable under tort law or other civil causes of
action for the fraud of an agent acting with apparent authority. American Soc. of Mech. Eng'rs, Inc. v.
Hydrolevel Corp., 456 U.S. 556, 565 (1982). Where civil liability requires fraudulent intent, the fraudulent

intent of the agent will suffice. United States ex rel. Rosdes v. San Francisco Housing Authority, 173 F.

Supp. 2d 987, 1003 (N.D. Cal. 2001) (Legge, J.). The present action, however, does not concern a
tortious act or other form of civil ligbility, such as breach of contract. Chevron does not point to any cases
in which a court has found a breach of contract rested solely on the agency relationship between one of the
signatories and athird party.*

Cdifornialaw providesthat “aprincipd is responsble to third persons. . . for [his agent’s| willful
omission to fulfill the obligations of hisprincipd.” Cd. Civ. Code § 2338. Whether a particular obligation
st forth in a contract may be breached by an agent of one of the signatories depends on the nature of
contractud provison at issue. Accordingly, an examination of whether Lutz' s sons can breach the relevant
dutiesimposed under the contract must begin with the contract itself.

The provisions of both the lease agreement and the PMPA can be digtinguished into two types:
those that place requirements on the operation of the franchise and those that place personal requirements
on the dedler. The former category includes such obligations as requiring the franchisee to pay its monthly
rents, Lease Agreement 1 7(b)(3); 15 U.S.C. § 2802(c)(8), and to close the premises for no more than
seven consecutive days, 15 U.S.C. 8 2802(c)(9)(A). These terms do not refer to persona obligations of
the dealer, but instead require the deder to maintain certain andards for the operation of the business,
presumably in order to maintain quaity and uniformity. If these standards are not met, the dedler hasfalled
his obligation under the |ease agreement whether the dedler or his employees are directly respongble,
unless the breach was beyond his * reasonable control.” 15 U.S.C. § 2801(13)(B); seedso O’ Sheav.
Amoco Oil Co., CCG Bus. Franchise Guide 19152 (D.N.J. 1988) (finding service station franchisee
breached provision requiring twenty-four hour operation even if station had closed due to “employee

misconduct”).
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Both the |ease agreement and the PMPA, however, also contain requirements which are

undoubtedly persond to the franchisee, and which ensure that the dedler remainsfit to carry out the
franchise relaionship. For example, termination is warranted if the deder dies or becomes physicaly or
mentally unable to provide for the continued operation of the sation. Lease Agreement 11 7(b)(9),
7(b)(12); 15 U.S.C. § 2802(c)(3). Both the PMPA and the |ease agreement al so impose character
requirements on deders, Toliver Dec. {13, providing for termination if the desler commits fraud or is
convicted of afdony involving mord turpitude. Lease Agreement Y 7(b)(8), 7(b)(11); 15 U.S.C.
8§88 2802(c)(1), 2802(c)(12). Allowing termination upon fraud or conviction of afeony involving mora
turpitude recognizes that a*“[g]ood faith belief of the franchisor that the franchisee is untrustworthy or
engages in fraudulent practices undermines the entire franchise relationship.” See Humboldt Oil Co. v.
Exxon, Co., 695 F.2d 386, 388-89 (9th Cir. 1982).

An agent of the deder cannot fall to fulfill those obligations which pertain to the deder persondly

rather than the operation of the franchise. The independent fraudulent actions of adedler’s employee do
not reflect directly on the deder’ sintegrity and trustworthiness, and therefore do not undermine the
franchise rdationship in the same manner as fraudulent acts by the dedler himsdlf.> Employee misconduct
about which the employer was unaware can be addressed through means less drastic than terminating the
franchise, such asdismissd of the offending employee. Congtruing the provisons of the PMPA in favor of
protecting franchisees from termination, the court finds that neither the contract nor the statute cals for
termination smply because a deder’ s employees have engaged in fraud or knowingly violated federd, state
or loca law. Accordingly, Chevron must show that James Lutz himsdf intentionally violated federd, Sate,
or local law in order to warrant termination of the franchise,

II. Evidence of Intent to Fle Incorrect Tax Returns

The court finaly turns to evidence that James L utz intended to violate federa and state income tax
laws. Because direct evidence of fraudulent intent israrely available, courts have recognized various types
of circumgtantia evidence which support afinding of intent to violate tax laws. Bradford v. Comm'r of
Internad Revenue, 796 F.2d 303, 307 (9th Cir. 1986). These badges of fraud include: (1) understatement

of income, (2) inadequate records, (3) failureto file tax returns, (4) implausible or incongstent explanations
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of behavior, (5) conceding assets, and (6) failure to cooperate with tax authorities. 1d. Chevron argues
that the evidence shows that Lutz understated income by filing the false tax returns and kept insufficient
records for the auditor to determine the service station’ s gross profit. Chevron dso maintains that the
explanations offered by Tim and Dan Lutz that they began cdculating the gross sdes from the sales tax
because the computer generated figure for total sales was not accurate are implausible.

A. Undergatement of Income

As Chevron correctly gtates, the consistent and substantial understatement of income can itsdlf
condtitute evidence of fraud. Laurinsv. Comm'r of Internal Revenue, 889 F.2d 910, 913 (9th Cir. 1989);
Ruark v. Comm'r of Internal Revenue, 449 F.2d 311, 313 (9th Cir. 1971) (“ Gross understatement of

income may in itself be abasisfor afinding of fraud”). Courts have generaly found an understatement of
income to be itself evidence of fraud only where a sustained pattern of understatement exists over severd

years. See Lallisv. Comm'r of Internd Revenue, 889 F.2d 910 (9th Cir. 1989) (upholding finding of fraud

based on congstent underreporting of large sums over three years by aformer tax litigetion attorney);
Ruark (upholding fraud finding where taxpayer had declared approximately 1% of her income over afour
year period); of. Loftin & Woodard, Inc. v. United States, 577 F.2d 1206 (5th Cir. 1978) (noting that

“two years in succession do not a pattern make. . . . The mere understatement of income, standing aone, is
not enough [to prove fraud].”).

The caculation technique employed by Tim Lutz caused sgnificant understatement of income on the
income tax returns for James Lutz and the Lutz partnership. On the returns for the partnership, Lutz initidly
understated the total sales and gross profit of the service station by more than $200,000. 1999 Partnership
Return & 1999 Amended Partnership Return, Snyder Dec., Exh. | & J. This condtituted an
understatement of total sales by approximately 2-3%, but an understatement of gross profit by 23%. The
caculation resulted in Lutz reporting only 54% of his actua taxable persond income—$142,495 rather
than $262,713. 1999 Amended Persond Return, Snyder Dec., Exh. J. Although significant in its amount,
this understaterent of income occurred in asingle year only. The following year, after the Chevron audit,
Tim Lutz filed income tax returns that are not aleged to be inaccurate and aso filed amended returns for the
1999 year. While the understatement of income might provide evidence of fraud when offered with other

10
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facts, it does not rise to the leve of gross or sustained understatement which aone would support afinding
of fraud.

Chevron dso assarts that Lutz underpaid his sate sdestaxes. Lutz maintainsthat errorsin
cd culating nontaxable sdes resulted in him overpaying saes through the first quarter of 1999, and
afterwards in him underpaying income tax while paying correct sdestaxes. Lutz provides no evidence of
this other than Tim Lutz' s assertion that this occurred. Tim Lutz Dec. § 7. However, Tim Lutz' s assartions
in his declaration as to how he calculated the sdes tax payments for the second quarter of 1999 and
afterwards, id. 1 10, directly contradict his own detailed deposition testimony as to how he performed the
same caculation. Tim Lutz Dep. a 65:14-67:19. Tim Lutz's deposition testimony, supported by the
monthly sales reports and tax worksheets, indicates that by subtracting nontaxable sales from an incorrect
“gross sales’ figure that actualy included only taxable sales, Tim Lutz essentidly deducted nontaxable sales
twice. Thisresulted in him undergtating taxable saes by about 0.1% and therefore underpaying the Sate
sdestax by asimilar amount, or gpproximately $155 per quarter.® 1d.; Second Quarter 1999 Sales Tax
Return, Snyder Dec., Exh. L. The court does not find this understatement significant enough to condtitute
fraud whether consdered aone or together with the income tax return errors.

B. | nadequate Records

Chevron asserts that the L utzes have failed to keep adequate business records. The outside
auditor, Everett Harry, indicates thet at the time he made his report available, the Lutzes had il not
provided business records which adequately explained discrepancies and had not turned over specific
documents, such as annua financid statements. Harry Dec. § 15; Harry Dec., Exh A. Chevron maintains
that the Lutzes records are inadequate because no business records (as opposed to accountant’s
spreadsheets) “explain” discrepancies between Chevron records and the reported income.

Chevron’s alegations do not go to the adequacy of Lutz's records, but rather to the plausibility of
Lutz s explanation. The Lutzes acknowledge that they miscaculated gross sdes for a certain period.
Chevron does not specify what further explanation is required to account for the discrepancies between
figures. Chevron aso falsto point to any piece of factuad information regarding the finances of the service

11
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gtation which cannot be determined from the records presently available. Chevron has therefore failed to
make a showing that service station kept inadequate records.
C. Implausible or Incons stent Explanations of Behavior

Chevron rdies heavily on the implausibility of the Lutzes explanation for why Lutz understated his
income on the 1999 returns. Chevron firgt notes the improbability that James Lutz, inexpert though he may
be in the area of taxes, failed to notice that his persona income tax return listed hisincome as $142,495,
only 54% of the correct figure of $262,713. 1999 Amended Persond Return, Snyder Dec., Exh. J. This
argument smply amounts to a restatement of Chevron’s postion on the firgt indicia of fraud, that Lutz's
understatement of income itself is so Significant as to condtitute evidence of intent to violate tax laws. As
such, it does not gain additiond weight by Chevron'sreframing it to address a different factor in the test.

Chevron dso pointsto severa problemsin the explanation of how the miscadculations of total sdes
could be an innocent migtake on the part of Tim and Dan Lutz, including: (1) Tim Lutz, an experienced
CPA, made basic errors in caculating tota saes; (2) the Lutzes asserted the computer was generating
incorrect sales information while usng the same system for years; (3) Tim Lutz changed from using
computer generated total sales datato caculating total sales a the same time as the profitability of the
gation dropped; and (4) Tim Lutz' s assertions that he properly calculated saes taxes beginning with the
second quarter of 1999 isinconsistent with his deposition testimony and the worksheets for the sales tax
cdculation which suggest he underpaid the State sdestax.

While Lutz takes issue with the inferences drawn from the facts presented by Chevron, he does not
undermine the factua basis for Chevron's argument nor present a persuasive reason why ajury could not
draw the inference that hissons' explanation for the inaccuraciesisimplausible. The question before the
court, however, is not the intent of Dan or Tim Lutz, but of James Lutz, the sole franchisee. Chevron has
offered no additiona evidence suggesting implausbility to James Lutz' s explanation that his sons mishandled
the sdes figures and that he did not notice the irregulaities in the tax returns.

D. Other Badges of Fraud

None of the other badges of fraud are present in this action. Far from failing to cooperate with the
tax authorities, it is uncontested that Tim Lutz filed amended 1999 returns as soon as the error was

12
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discovered through the Chevron audit and corrected the 2000 returns before they were filed. Tim Lutz
Dec. 1117. Nor are there any dlegations that James Lutz has ever failed to file tax returns or concealed
asts, or that any other financid irregularities or dlegations of wrongdoing arose during the thirty-four
years he has maintained the dedership.

E Condusion on Fraudulent Intent

The only evidence Chevron offers on fraudulent intent on the part of James Lutz isa single occason
in histhirty-four years of operating the service station on which hefiled tax returns listing only about half of
his actud persond income. Such an isolated understatement of income aoneis insufficient to support a

finding of fraudulent intent. Loftin & Woodard, 577 F.2d at 1239. From the facts before the court, no
reasonable jury could infer that James L utz intended to violate federa and state law by under-reporting

income on his 1999 tax returns.

CONCLUSION

For the foregoing reasons, the court GRANTS defendant’ s motion for partid summary judgment
on theissue of intent.

IT 1SSO ORDERED.

Dated: July 10, 2003 \s\
MARILYN HALL PATEL
Chief Judge
United States District Court
Northern Didrict of Cdifornia
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ENDNOTES

1. Chevron'srecords indicate that the Service Station gross sales totaled $8,335,204, in 1999 and
$10,029,108 in 2000. Harry Report to Chevron Manager T.S. Toliver, Harry Dec., Exh A at 11. The
discrepancies discovered by Harry fal short of Chevron’s data by 2.4% in 1999 and by 3.2% in 2000.

2. Chevron dso dlamsthat by faling to maintain records required by the Deder Agreements, Lutz has
failed to comply with provisions of the franchise agreement which are “ both reasonable and of materid
sgnificance to the franchise relationship,” 15 U.S.C. 8 2802(b)(2)(A). Compl. 1117, 18, 27(a). Because
the issue of intent on which Lutz seeks summary judgment does not arise in the dlegation of insufficient
record-keeping, the court does not address this statutory ground for termination in this order.

3. Asdiscussed ante, both the Dealer Lease and the PMPA alows termination when the dedler, or
franchisee, engagesin fraud or knowingly fails to comply with federd, Sate or loca law. Lease Agreemernt,
Snyder Dec., Exh A 11 7(b)(4), 7(b)(8). The Deder Lease designates the Deder as James Lutz. 1d. T 1.
In other provisons for termination in the Dedler Lease, the term “Deder” is used to mean the individua
signatory to the contract. For example, termination is warranted upon prolonged physica or menta
disability of Deder which prevents Deder from providing for proper operation of the premises, id.
(7)(b)(9); upon Deder's conviction for afdony involving mord turpitude, id. 1 (7)(b)(11); or in the event of
Dedler'sdesath, id. 1 (7)(b)(12). The termination provisions of the PMPA employ the term franchisee,
which isdefined as aretailer or distributor. 15 U.S.C. § 2801(4). A retailer isin turn described as*any
person” who purchases motor fuel for sale to the general public. 15 U.S.C. § 2801(7). The PMPA
contains provisons smilar to those in the lease for termination upon prolonged disability of the franchisee
and conviction of the franchisee of afeony involving mora turpitude. 15 U.S.C. 88 2802(c)(3),
2802(c)(12).

4. Chevron does cite O’ Sheav. Amoco Oil Co., CCG Bus. Franchise Guide 19152 (D.N.J. 1988), in
which the court made reference to the agency rdationship in finding that a dedler breached a provision of
his lease agreement requiring twenty-four hour operation, even if the station had closed due to “employee
misconduct.” The provison a issuein O’ Shea did not govern only the actions of the deder himsdf, but
required smply that the station operate twenty-four hours per day. Even without invoking agency law,

O Sheawas in breach of this provision when the station closed regardless of who was responsible for the
closure, unless the failure to abide by terms of the provison was * beyond the reasonable control of the
franchisee.” 15 U.S.C. § 2801(13)(B).

5. When adeder supervises operation of the franchise so loosdly asto alow employees to conduct

busi ness fraudulently without his knowledge, a franchisor may have grounds for termination on other
grounds. Chevron has not presented this argument here, however, but has advanced its claim for
termination based only on the argument that any fraudulent intent on the part of Lutz's sons may be imputed
to him.
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6. According to Chevron, Tim Lutz improperly deducted $2587 in nontaxable sdes from the “totd sales’
figure of $2,300,333, even though the “total sdes’ figure actualy condtituted only taxable sdes. Taxed a
the prevailing rate of 6%, the tax on this amount is $155, or about 0.1% of the $137,779 that Lutz should
have paid for the quarter. See Second Quarter 1999 Sales Tax Return, Snyder Dec., Exh. L.
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